No. 93. 


MARCH , 1914 


Vol. XXIV 


THE 


ECONOMIC 

JOURNAL 

The Quarterly Journal ok 

She lRo\>al Economic Society 



Edited by 

J. M. KEYNES 


Consultative 

Editorial 

Board 


Professor F. Y. EDGEWORTH 
{Chairman) 

Professor W. J. ASHLEY 
Professor C. F. BASTABLE. 
Professor J. S. NICHOLSON 


Reprinted from “The Economic Journal ” 
March, 1914 


X 011 0 0 n 

MACMILLAN AND CO., Limited 

NEW YORK : THE MACMILLAN COMPANY 

Price Five Shillings net 
All communications respecting Advertisements to be sent to 
Messrs. Macmillan & Co., Ltd., St. Martin’s Street, London, W.C. 










THE UNITED STATES FEDERAL INCOME TAX. 1 


The enactment in the United States of the income tax law 
of October 3rd, 1913, marks a new stage in the history of 
finance. The American law has been enacted to compensate 
for the loss of revenue due to the new tariff. But the chief 
argument which was responsible for the passage of the six¬ 
teenth amendment and for the enactment of the law was, 
as we have elsewhere pointed out, 2 that wealth is escaping its 
due share of taxation. Again and again in the course of the 
discussion attention was called to the fact that our federal system 
of taxes on expenditure puts an undue burden on the small 
man; and when the objection was made that the principle of 
ability to pay is recognised in State and local taxation, the ready 
answer was found that in actual practice our State and local 
revenue system fails almost completely to reach those taxpayers 
who can best afford to contribute to the public burdens. It is 
true that some of the more extreme supporters of the income tax 
based their advocacy on the ground of opposition to the tariff 
alone; but the more influential legislators did not tire of stating 
that their aim was solely to redress the inequality of taxation which 
was a predominant feature of the American fiscal system as a 
whole. 3 

In our consideration of the measure, it will be convenient 
first to consider what the law actually provides, and then to call 
attention to its shortcomings. Under the first head the chief 
points are : On whom is the tax levied ; what is meant by income ; 
what are the rates and exemptions; and what are the adminis¬ 
trative methods pursued? Let us consider these in turn. 

1 An article substantially similar to this is also contributed by Prof. Seligman 
to the forthcoming issue of the Political Science Quarterly. 

3 Seligman, The Income Tax, 1911, p. 610. 

3 See especially the speech of Senator Borah who ascribes to the present writer 
the unmerited honour of responsibility for the impetus given to the income tax. 
Cf. Congressional Record, 63rd Congress, 1st sess., pp. 4260-4261, Aug. 28, 1913. 
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I. Who is liable to the Income Tax ? 

Under the provisions of the statute the tax is imposed upon 
the entire income of every American citizen, whether residing 
at home or abroad, as well as upon that of every person residing 
in the United States although not a citizen thereof. In the 
case of non-citizens of the United States residing abroad, the 
tax is assessed upon the income from all property owned, and 
from every business, trade, or profession carried on, in the 
United States. It will be noticed from these provisions that no 
attempt is made to avoid double taxation. Under the law, an 
American citizen living abroad and subject to an income tax 
there, or a resident alien who has already paid the income tax 
in his own country, is again subject to the tax here. It is to be 
noted, however, that the rigour of these provisions is somewhat 
abated by the clause, to be considered later, which virtually 
exempts the foreign holder of the bonds of American corpora¬ 
tions. It is still to be regretted that the United States has failed to 
lead in the movement to do away with this undoubted infraction 
of international justice. 

In the second place, the law applies not only to individuals 
but to corporations. The income tax is payable by every cor¬ 
poration, joint stock company, or association, and every insur¬ 
ance company organised in the United States, with a few 
exceptions. 1 This part of the law contains provisions similar 
to those of the corporation or excise tax law of 1909. The 
chief differences between the two, apart from the matters which 
will be considered later under other heads, are that the former 
specific deduction of $5,000 is no longer permitted, and that 
corporations are now allowed to make a return for their fiscal 
year when this does not coincide with the calendar year. The 
objection that the taxation of both individual and corporation 
on the same income involves double taxation is sought to be 
met by the provision which permits individuals to deduct from 
their taxable income the amount of corporate dividends or other 
income on which the tax has been paid by the corporation. The 
American law, therefore, seeks to avoid double taxation by the 
same jurisdiction, while making no effort to avoid double taxation 
by conipeting jurisdictions. 

1 The exceptions are : labour, agricultural, or horticultural associations; 
mutual savings banks not having capital stock ; fraternal beneficiary societies, 
orders, or associations, operating under the lodge system ; domestic building and 
loan associations ; cemetery companies operated exclusively for the mutual benefit 
of members; associations operated exclusively for religious, charitable, scientific, 
or educational purposes; business leagues, chambers of commerce, boards of trade, 
and civic leagues and organisations not organised or operated for profit. 
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II. What is Taxable Income ? 

As we have seen elsewhere, 1 it is easy to say that income 
should be taxed, but it is not so easy to define what is meant 
by income. The law states that net income 

“shall include gains, profits, and incomes derived from salaries, 
wages, or compensation for personal services of whatever kind, and 
in whatever form paid; or from professions, vocations, businesses, 
trade, commerce, or sales or dealings in property, whether real or 
personal, growing out of the ownership or use of, or interest in, 
real or personal property; also from interest, rents, dividends, 
securities, or the transaction of any lawful business carried on for 
gain or profit, or gains or profits and income derived from any source 
whatever, including the income from, but not the value of, property 
acquired by gift, bequest, devise, or descent.” 

In this comprehensive definition several points are to be noticed : 
first, that no endeavour is made to introduce a- new conception 
of income; second, that the idea of income as a regular and 
periodic return is accepted; third and fourth, that a somewhat 
more careful attempt is made to distinguish between gross and 
net income, and that a slight attempt is made to distinguish 
between capital and income. Let us take up each of these 
points. 

We have said that no endeavour is made to introduce a new 
conception of income. This new conception of income, to which 
the new law pays no homage, may be regarded from a double 
aspect: that of psychic or benefit income and that of disposable 
income. The problem of psychic income involves the question 
as to whether the conception of income is to be limited to that 
received in the form of money or whether it should be extended 
to include the satisfactions for which money stands. Since it 
is manifestly impossible to gauge in terms of money the varying 
degree of general satisfaction that individuals receive, the only 
practical question is as to whether that particular satisfaction 
which comes from living in one’s own house and which can be 
fairly well measured in terms of rent, ought to be included in 
income. Suppose that A lives in his own house, worth $50,000, 
and pays perhaps $1,000 in taxes and $1,000 in repairs. B, who 
has had a precisely similar house, sells it for $50,000, but con¬ 
tinues to live in it, at a rental of $5,000. His position is 
virtually the same as that of A, because he gets $3,000 as 6 per 
cent, return on his $50,000 and saves the $2,000 on taxes and 
repairs. Yet B now has to pay a tax on his $3,000 additional 

1 Seligman, The Income Tax, p. 19 et seq. 
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income. It might be urged now that in order to attain exact 
equality, the net rental value of the residence ought to be 
included in income. This rental value was so treated in the 
Civil War income tax. The framers of the present law, how¬ 
ever, thought it wise to follow the almost universal European, 
though not the English, example and to confine the term 
“income” to the ordinary conception of actual money income. 

The other aspect of this new conception of income relates to 
the question of savings. Many years ago John Stuart Mill 
thought that he had discovered a flaw in the theory of the 
income tax. He pointed out that unless savings were exempted 
we should be imposing double taxation ; that is, the tax would 
be imposed, first, on the amount of income actually saved, and, 
secondly, upon the future income from that amount considered 
as capital. Although the fallacy of this contention was subse¬ 
quently pointed out, it has remained for a recent Italian writer 
to take up the subject anew and to maintain that the only way 
of avoiding gross inequality in taxation of income is to exempt 
savings. It is remarkable, however, that at the same time a German 
author should have devised a precisely contradictory theory, namely, 
that all that should be included in the conception of income is the 
balance of receipts over expenditures, and that the term expendi¬ 
tures should include not only those incurred in securing the income, 
but personal expenditures as well. Equal taxation hence involves 
not simply equality of income received, but equality of surplus 
available. The new Italian theory would result in taxing nothing 
but expenditure; the new German theory would result in taxing 
nothing but savings . 1 

It is evident not only that these two theories are mutually 

1 The Italian work is Tntorno al Concetto di Reddito Imponibile e. di un Sistema 
d’ Imposte sul Reddito Consumato, published as a memoir of the Turin Academy of 
Sciences in 1912 by Professor Luigi Einaudi (reviewed by Prof. Pigou in the 
Economic Journal, Vol. xxiii, p. 2G0). The German work is Die Bcsteuerung nacli 
dein Ueberfiuss (nach der Erspamismoglichkeit), by Biirgermeister H. Weissenborn 
in Halberstadt, 1911 (reviewed by Mr. Naymier in the Economic Journal, Vol. xxii, 
p. 108). The Italian book has given rise to a discussion carried on in a series of 
articles in the Giornale degli Economists for 1912 and 1913. The argument rests on 
the distinction between “ earned ” and “ realised ” income propounded by Professor 
Irving Fisher in 1906 in The Nature of Capital and Income. This distinction has, 
however, found little acceptance among American economists, and its validity has 
been vigorously denied, especially from the standpoint of its applicability to 
taxation. See the review of Professor Fisher’s book by Professor H. R. Seager in the 
Annals of the American Academy of Political and Social Sciences, Vol. xxx, p. 175 
(1907); and the discussion on the subject “ Arc Savings Income?” by Professors 
Fetter, Daniels, and Robinson in Papers and Discussions of the Twentieth Annual 
Meeting of the American Economic Association at Madison, Wis., Third Series, 
Vol. ix, No. 1 (1908), pp. 48-58. 
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contradictory, but that the wisdom of attempting to carry 
out either of them would be highly questionable. It must 
be said, therefore, that the framers of the new law were 
well-advised in refusing to be led astray by either of these recent 
vagaries. 

The second point to be noted with reference to the theory of 
income implied in the new federal law is its attitude towards 
irregular receipts. In the law of 1894, 1 in contradistinc¬ 
tion to the well-nigh universal practice abroad, inheritances 
were taxed as income. The general view, as explained 
elsewhere, 2 is that income consists only of regular and periodic 
returns, irregular returns in the shape of inheritances being 
reached by the inheritance tax. In the new law this con¬ 
ception is adopted, although no new tax on inheritance 
is imposed by the federal government. As inheritances are 
usually reached by the separate States, however, and as it is 
not improbable that the federal income tax may before long 
be supplemented by a federal inheritance tax, there is much 
to be said for the provision of the Act. The law of 1913, 
moreover, is still further and favourably distinguished fiom that 
of 1894 by excluding from the conception of income, property 
acquired by gift, inter vivos. 

The third element to be considered in the conception of 
income is the distinction to be drawn between capital and 
income. The two chief problems under this head are the treat¬ 
ment of profits from sales of property, and the disposition made 
of certain receipts of life insurance companies. 

In respect to the former, the law states that taxable net 
income comprises “gain, profits, and income derived from . . . 
dealings in property whether real or personal. ...” It is 
obvious that in the case of persons engaged in the real estate 
or bond business, profits from the sales of real estate or of 
securities are included in taxable income. The question arises, 
however, whether the purchaser of a piece of property who after 
the expiration of several years sells it at an enhanced price 
ought to regard the difference as a part of his income in that 
year. If the letter of the law be followed, this is the obvious 
result. The injustice, however, of such a procedure is apparent 
from the fact that there is no provision made for deducting 
losses arising from a similar transaction. Of course, a real-estate 

1 For an account of this law, see Seligman, “ The American Income Tax,” 
Economic Journal, Vol. iv, p. 639. 

2 Seligman, The Income Tax, p. 20. 
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dealer, in figuring up his income for the year, can set off losses 
on some transactions against profits on others. But an ordinary 
individual who sells at a loss a piece of real estate that he has 
held for a number of years has no way of setting off that loss 
against profits from other sources. It is simply a diminution 
of his capital. Why, then, should any possible profit derived 
from a similar transaction be considered as income rather than 
accretion to capital? 

In the original income tax of 1864 such profits were counted 
as income. This, however, created such dissatisfaction that the 
law of 1867 limited such profits to those from sales on real 
estate purchased within two years. 1 In the discussion of the 
present Bill Mr. Cordell Hull, its framer, stated 

“In construing all these law^s . . . unless the unearned 
increment is expressly made income, it is not considered income 
in any sense of the word, but simply increase of value or 
capital.” 2 

When pressed still further, he added : — 

“My judgment would be that as to the occasional purchase 
of real estate not by a dealer or one making the buying and 
selling a business, this Bill would only apply to profits on sales 
wffiere the land was purchased and sold during the same year.” 3 
As this section was adopted in the light of Mr. Hull’s explana¬ 
tion, it is not unlikely that it will be so interpreted as to carry 
out the evident intention of its framers. If so, the same rule 
will apply also to profits from the sales of securities or other 
personal property. This would seem to be a fairly satisfactory 
solution of an undoubted difficulty. 

The other aspect of this problem is connected with insurance 
and especially mutual life insurance companies. The payments 
from life insurance companies to the policy-holders include, as 
is well known, death claims, annuities, endowments, surrender 
values, and so-called dividends. Since, however, a part of these 
payments is made from premiums received, it is clear that this 
involves merely a return of capital. In the heated discussion 
that took place on this topic it was pointed out that a large 
part, at all events, of the dividends ought really not to be 
included in income. An amendment to the Bill was finally 
adopted, whereby it w r as provided that life insurance companies 
should not include as income “such portions of any actual 

1 Seligman, The Income Tax, p. 512. 

2 Congressional Record, April 26, 1918. 

3 Such a provision was contained in the law of 1864. 
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premium received from any individual policy-holder as shall 
have been paid back or credited to such individual policy-holder 
or treated as an abatement of premium of such individual policy¬ 
holder within such year.” And in the same way mutual fire 
and marine insurance companies are not compelled to include 
refunds of premium deposits to policy-holders in their taxable 
income, a provision of great importance in the case of so-called 
‘‘factory mutuals” which pay to their policy-holders “dividends” 
amounting in some cases to 90 or 95 per cent, of the premium 
received. It is fortunate that this amendment prevailed, as in 
a recent decision of the Supreme Court it has been held that 
the inclusion of such “dividends” in the income of corporations 
under the corporation tax law of 1909 was invalid. The elimina¬ 
tion of “dividends,” however, does not dispose of all the difficulty, 
as there still remain some so-called earnings of insurance com¬ 
panies which are really nothing but a return of capital to the 
policy-holders. 1 Mr. Hull was quite emphatic in his statement 
that there was no intention of taxing capital rather than income, 
but he was not thoroughly clear in his own mind as to the exact 
distinction to be made, and he maintained that the accounts of 
the insurance companies were not so kept as to permit the 
legislature to distinguish between the two conceptions. 

The fourth difficulty connected with the concept of income 
is presented in determining the deductions to be made from 
gross income in order to arrive at net income. With respect to 
certain of these items, there is no controversy. Such are the 
provisions of the law for deducting necessary business expenses, 
interest on personal indebtedness, losses actually sustained 
during the year, including worthless debts written off, and a 
reasonable allowance for exhaustion, wear and tear of the pro¬ 
perty arising out of its use in the business (not exceeding in the 

1 The objections of the insurance companies are presented in a series of 
memoranda printed in Tariff Schedules, Briefs and Statements filed with the 
Committee on Finance, United States Senate:—Income Tax and Customs Adminis¬ 
tration, Washington, 1013. See especially pp. 1947-198G, 2119-2126. 

This whole subject is well treated by R. R. Kennan in a monograph entitled 
The Federal Income Tax in its Relation to Life Insurance Companies, Milwaukee, 
1913. 

The accountant’s point of view is summed up in W. A. Staub, Income Tax Guide, 
1913, p. 50, as follows : 

“ Only the income derived from the investment of premiums between the time 
they r are received from the policy holders and the time they are returned to them or 
their beneficiaries in the form of death claims, annuities, endowments, surrender 
values, ‘dividends,’ less the expense of conducting the business, represents real 
income derived from the amounts placed in a company’s hands by the policy holders 
for insurance purposes." 
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case of mines 5 per cent, of the gross value of the year’s output 
at the mine). Nor is there room for dispute as to the propriety 
of the permission to deduct from the gross income of individuals 
not only dividends from corporations which have paid a tax on 
their net income, but also any income from which, as will be 
explained later, the tax has been withheld at the source. The 
real difficulty in the matter, apart from the question of actual 
fact as to the difference between repairs and permanent improve¬ 
ments, relates to the question of taxes and of interest on corporate 
debts. 

As to the former, the law permits deduction from all taxes, 
not including, however, in the case of individuals, assessments 
for local benefits. Why this deduction should be allowed is not 
clear. It might indeed be claimed that so far as taxes on business 
are concerned, this ought to be put on a par with other outlays 
incurred in order to secure a net profit. But where the income 
is derived from other sources than purely business transactions, 
the propriety of the deduction seems questionable. It is to be 
conceded, however, that herein lies a real difficulty in the theory 
of income. 

In considering the deduction of interest on corporate debt, it 
should be remembered that the theory of corporate indebted¬ 
ness differs, as we have elsewhere pointed out, 1 in some important 
respects from that of individual indebtedness. In the case of 
the individual, taxable property consists in the surplus above 
indebtedness, and the taxable income consists in the correspond¬ 
ing surplus of receipts. Capital stock of a corporation, however, 
usually represents only a portion of the property, while the 
remainder is represented by the bonded indebtedness. Strictly 
speaking, indeed, the proper distinction is not between corporate 
and individual credit, but between production and consumption 
credit. In the case of corporations, however, while debts are 
sometimes contracted to meet pressing exigencies and may thus 
in a way be considered a kind of consumption credit, mortgage 
bonds, at least, are almost exclusively issued in order to provide 
capital. Economically speaking, the corporate capital consists 
of the bonds and the stock. Theoretically, therefore, the income 
from interest on corporate bonds ought not to be deducted. As 
a matter of fact, it is not so deducted in European income-tax laws. 
In the corporation tax law of 1909, however, interest on in¬ 
debtedness was deducted, but only on an amount of debt not 

1 Seligman, Essays in Taxation, 8th edition, 1912, pp. 106-107; and The 
Income Tax, p. 513. 
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exceeding the capital stock. In the present law we find a 
compromise. Interest paid is allowed as a deduction from income 
on an amount of indebtedness not exceeding one-half the sum 
of the corporation’s interest-bearing debt and its paid-up capital 
stock. Thus it will be seen that the new tax is more favourable 
to the corporations than was the excise tax. The compromise, 
however, is entirely arbitrary. Either there should have been 
no deduction at all, or the deduction should have been permitted 
on all the indebtedness which might be regarded as a result of 
purely consumption credit. 

Another point in which the corporations would seem to have 
just cause for complaint is the disappearance of that provision 
of the law of 1909 which permitted corporations to deduct from 
gross income the dividends received from the stock of other 
corporations held by them. The result of this disappearance will 
be a great burden on holding companies, as the same income will 
be taxed once to the subsidiary companies and again to the 
parent company. The reason for this change was obviously to 
interpose obstacles to the continuance of holding companies. 
While this is not the place to express any opinion as to their 
desirability in general, it is quite clear that, in the case of rail¬ 
roads at least, some form of holding company may be entirely 
compatible with the best public interests; and, in any event, the 
attempt to combine fiscal and prohibitive ends in the same 
measure is of doubtful wisdom. 

III. The Tax Rates. 

In discussing the question of tax rates the two chief problems 
are those of exemption and of graduation. 

The most important point to be noted under the head of 
exemption is the fact that the tax applies to individual incomes 
only when they exceed $3,000. In the law of 1894 the exemp¬ 
tion was placed at $4,000, and in the Bill as originally drafted, 
the exemption was also kept at the higher figure. In the course 
of the discussion, however, and partly as a concession to the 
feeling that the limit was excessive, it was reduced to $3,000, 
with additional exemptions of $500 or $1000 for children. In 
the final draft, while the figure of $3,000 was retained, the 
exemption for children was eliminated and was replaced by an 
additional exemption of $1,000 for a married couple. A total 
exemption of $4,000 only, however, is permitted in the case 
of aggregate income of husband and wife when living together. 
It is to be noted, moreover, that the exemption applies to the 
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first three or four thousand dollars respectively of any amount 
of income; that is to say, three or four thousand dollars, as the 
case may be, are always to be deducted from the net income, 
in order to reach the taxable income. 

In the discussion of the law, several attempts were made to 
reduce the exemption to a lower limit. It was repeatedly 
pointed out, however, that this exemption did not mean so much 
the minimum of subsistence, as a minimum of comfortable 
existence, according to the desirable American standard of life. 
An American family of from three to five children living in decent 
comfort, and desirous of giving the children a college education, 
would, it was maintained, need all of $4,000, or in the case of a 
widow, certainly all of $3,000, for meeting the necessary family 
expenses. It was further urged that the recipients of smaller 
incomes are already bearing more than their share of the burden, 
through the federal indirect taxes, and that this comparatively 
high exemption would only redress the inequality. Finally, it 
was argued that the administrative advantages of the high exemp¬ 
tion in averting needless expense and endless complications, such 
as are found in the English system, would far outweigh any 
objections to the higher exemption. While, however, these con¬ 
siderations were prominent in the minds of the framers of the 
measure, there is little doubt that the controlling reasons for so 
high an exemption were primarily political. One of the Con¬ 
gressmen ingenuously asked, in reply to a proposition to reduce 
the exemption : “Does the gentleman not think it would defeat 
every member who would vote for this amendment if the fact 
were known at home?” 1 And another member said : 

“I venture the assertion that if Congress at the first opportunity 
which it has had of levying a direct tax upon the people without 
apportionment, should levy a tax which would fall upon every 
citizen of the land, that tax would not stay upon the statute books 
longer than the first election which followed the first call of the 
tax collector.” 2 

In justice, however, to the majority, we must quote the statement 
made by Mr. Murray, Oklahoma : 

“There are those who would say that we should begin at $1,000, 
in lieu of $4,000. They forget the principle upon which this tax 
is founded, and that is that every man who is making no more than 
a living should not be taxed upon living earnings, but should be 
taxed upon the surplus that he makes over and above that amount 
necessary for good living. We also recognise the assumption that 

1 Congressional Record, p. 1215, May G, 1913. 

2 Ibid., p. 1218. 
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$4,000 will reach the highest grade of good living. . . . The purpose 
of this tax is nothing more than to levy a tribute upon that surplus 
wealth which requires extra expense, and, in doing so, it is nothing 
more than meting out even-handed justice.” 1 

The exemption of interest on bonds or other obligations of 
the United States or its possessions did not arouse any comment. 
This was partly due to the fact that the federal debt is so small 
and is so largely held by national banks. If the time should 
come when the national debt, in the hands of individuals, should 
again assume large dimensions, it is not unlikely that we shall 
have a controversy here comparable to the one that has been 
responsible for the recent fall of the French Ministry. The issue 
will then be the equality of taxation, versus the maintenance of 
the national credit. Finally, it may be pointed out that the 
exemption of $5,000 accorded to corporations in the law of 1909 
is eliminated in the present law. 

The consideration of tax rates involves not only the question 
of exemption, but that of graduation. It is significant that the 
principle of progressive taxation evoked almost no discussion. 
The legitimacy of the theory was taken for granted, and in the 
few cases where it was mentioned, it was assumed to be a 
corollary of the theory of ability to pay. This shows the develop¬ 
ment that has taken place since the discussion of the law of 
1894. In considering the question of graduation, only two 
difficulties confronted the framers of the Bill. The one was how 
to make a workable system of progressive taxation harmonise 
with the administrative methods employed; the other, how to 
oppose with success the demands of the radicals. 

The former difficulty is connected with the principle of 
stoppage at source, to be discussed below. It is clear that if 
the tax is paid at source by the income payer, rather than by 
the income recipient, it is not easy to introduce a graduated 
scale. The bonds of a corporation, the tax on the income of 
which is withheld by the corporation, may be owned by a person 
of very small or of very large total income. 

This problem had, however, recently been solved in England, 
and a similar solution was adopted in the Bill which passed the 
Chamber of Deputies in France a few years ago, and is pending, 
at the time of writing, in the Senate. In England a uniform rate 
is imposed upon all tax-payers, and is assessed on the principle 
of stoppage at source. This remains the backbone of the tax. 
Then on all individual incomes above a certain figure, a so-called 
1 Congressional Record , p. 1219, May 6, 1913. 
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super-tax is levied upon the income as a whole. So in the French 
Bill the uniform tax levied according to the stoppage-at-source 
principle is supplemented by a “complementary ” tax levied 
upon the entire income. The same plan has been adopted in 
the new American law. The uniform tax levied upon all 
incomes, primarily by the method of stoppage at source, is called 
the normal tax, and is assessed at the rate of 1 per cent. The 
extra tax is called the additional tax or the surtax, and is assessed 
on the entire income of individuals, according to a graduated 
scale. The advantage of this ingenious scheme is that the con¬ 
stituent parts of the income of any individual will be reached in 
large measure by the normal tax, and in such a way that the 
Government will be able to ascertain the facts. The returns 
made by individuals for the additional tax can, to a considerable 
degree, thus be checked up, and the fiscal interests of the 
Government thus protected. This protection is, however, not 
complete, for, as we shall see, the principle of stoppage at source 
does not apply to all incomes within the United States, and 
applies only in an imperfect way to incomes received abroad. 
To a very large extent, however, the protection is undoubted. 
Thus it may be said that the old problem of the incompatibility 
of graduated taxation with stoppage at source has been attacked 
with a fair prospect of success. 

The other difficulty with which the framers of the Bill had to 
cope was the danger of an exaggerated application of the pro¬ 
gressive scale. In the original Bill, the clause relating to the 
“additional” tax was so framed as to impose 1 per cent, on 
incomes from $20,000 to $50,000, 2 per cent, on incomes from 
$50,000 to $100,000, and 3 per cent, on incomes above $100,000. 
In the course of the discussion, however, many amendments 
were introduced calling for much higher scales. It will suffice 
to mention the plan of Mr. Copley, who suggested a scale rising 
to no less than 68 per cent, on incomes over $1,000,000, a pro¬ 
position so manifestly extravagant that it was voted down by 
a large majority. Another rather extreme proposition was sub¬ 
sequently advanced in the Senate. Senator Williams disposed 
of it with the statement that “the object of taxation is not to 
leave men with equal incomes after you have taxed them.” 1 The 
general feeling was, however, that the graduated scale proposed 
in the Bill was not high enough. Senator LaFollette proposed 

1 Congressional Record, p. 4225, August 27, 1913. As to the leavc-them-as-you- 
find-them theory of taxation, see Seligman, Progressive Taxation , 2nd ed., 1900, 
p. 231. 
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a scale which ran up to 10 per cent. Senator Bristow suggested 
a somewhat more moderate scale, and scouted the idea of possible 
future complications. As a result of the discussion, the Finance 
Committee of the Senate saw that some concession was inevit¬ 
able. Under the law as it was finally enacted, the rates of the 
“additional” tax are as follows: 

Per cent. On amount exceeding 

1 . $20,000 

2 50,000 

3 75,000 

4 100,000 

5 250,000 

6 500,000 

The maximum rate of the income tax as a wdiole, therefore, 
under the new law, is somewhat under 7 per cent. This is 
somewhat lower than either the English maximum (Is. 8 d. on 
the <£), or that of the recent German Wehrsteuer (8 per cent, on 
incomes over half a million marks). 1 

IV. Stoppage-at-Source. 

The provisions in the new law which deal with the methods 
of assessment and collection involve a fundamental departure 
from the theory of all preceding income taxes in the United 
States. As has been frequently pointed out, the two chief types 
of income tax are the personal or lump-sum tax, where everyone 
is compelled to make a return of his entire income from what¬ 
ever source derived, and the stoppage-at-source tax, the theory 
of which is that it should be collected from the person or agency 
paying the income, rather than from the individual who receives 
it. The argument in favour of payment at source is the double 
one of protecting the honest taxpayer, and of safeguarding the 
fiscal interests of the treasury. Whatever may be true of a 
country like Germany, where the administrative and political 
conditions are unique, there is little doubt that a purely personal 
lump-sum income tax, resting primarily on the declaration of 
the individual, would be as much of a failure in the United States 
as w r as the original income tax in England or the American 
income tax in the years subsequent to the Civil War, and as are 
those parts of the income tax in Austria, Italy, and Switzerland, 
which rest upon the same principle. It was to avoid these evils 
that England adopted the principle of stoppage at source to a 
certain extent at least, and that some other countries have in a 
minor degree followed this example. It has been reserved, bow- 

1 As to the German Tax see F. Stier-Somlo, Wehrbeitrag und Besitzsteucr : Die 
Rcichss teuergesctz vom 3 Juli, 1913. 
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ever, for the United States to apply the principle in a more 
thoroughgoing fashion than is the case anywhere else. 

The law provides that “all persons or firms, co-partnerships, 
companies, corporations, joint-stock companies or associations, 
in whatever capacity having control, receipt, disposal or payment 
of fixed or determinable annual or periodical gains, profits, and 
income of another person, subject to tax,” are required to deduct 
and withhold the annual tax of 1 per cent, from all “interest, 
rent, salaries, wages, premiums, annuities, compensation, re¬ 
muneration, emoluments, or other fixed or determinable annual 
gains, profits, and income of another person exceeding $3,000 
for any taxable year.” In the case of payment of interest on 
bonds and mortgages or of trusts or other similar obligations 
of corporations, as well as in the case of collections of interest 
and dividends on foreign bonds and stocks not payable in the 
United States, the tax is to be deducted on all sums irrespective 
of whether or not the payments amount to $3,000. The obliga¬ 
tion to withhold the tax is not applicable to three cases. First, 
it does not apply to the dividends on the stock of corporations 
(except foreign corporations not doing business in the United 
States) for the reason that all such corporations are subject to 
the tax on their net income, irrespective of whether they pay 
out this income as dividends or allow it to accumulate as surplus 
and undivided profits. Secondly, the obligation to withhold the 
tax does not apply to the interest on bonds, mortgages, equip¬ 
ment-trust, receivers’ certificates, or similar obligations of which 
the bond fide owners are citizens of foreign countries and residing 
abroad. Thirdly, it does not apply to the payments to a cor¬ 
poration, the reason for this obviously being that all corporations 
are required to file a complete return of all of their income, and 
that the books of the corporation are open to inspection by the 
revenue authorities. 

It will be observed that the provision for payment at source 
is exceedingly broad. With the exceptions mentioned, it applies 
virtually to everyone through whose hands there may go money 
or money’s worth belonging to anyone else, provided that the 
payments are “fixed or determinable.” If the income is not 
fixed or certain or payable at stated periods, or if it is indefinite 
or irregular either in the amount or the time at which the income 
is paid, the provision does not apply. A failure to deduct the 
tax makes the individual or corporation personally liable. More¬ 
over, anyone who collects foreign payments of interest or divi¬ 
dends by means of coupons, cheques, or bills of exchange must 
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procure a licence from the Commissioner of Internal Revenue, 
and give bonds. All licensees must keep records open to inspec¬ 
tion by the Government officials, and must file monthly with 
the district collector of internal revenue a list of the names and 
addresses of persons from whom any items have been received, 
the amounts of tax deducted, and the sources thereof. Failure 
to conform to these regulations involves a fine not exceeding 
$5,000, or imprisonment not exceeding one year. 

In connection with this general problem of stoppage at source, 
two chief points deserve consideration : first, is the principle 
itself sound; and, second, what administrative regulations have 
been issued to facilitate the execution of the law? 

Among the criticisms directed against the principle of stop¬ 
page at the source, the first to be noted is the contention that 
there is no warrant for imposing upon the so-called “withholding 
agents ” the expense connected with the withholding of the tax 
and the rendering of the accounts to the Government. In this 
contention there seems to be some merit. It must be remem¬ 
bered, however, that in so far as the withholding agents are 
corporations—and this is true of the great majority of cases— 
they all enjoy a privilege which is not granted to corporations 
in Europe, namely, that of deducting interest on debt from their 
gross income. 

The next criticism is more weighty. It is well known that 
since the beginning of the income-tax agitation in the ’nineties 
almost all of the American railroads, and many of the larger 
industrial corporations, have issued their bonds with the so-called 
“tax-free” clause; that is, the corporations have bound them¬ 
selves to pay any taxes that might be imposed upon the bonds 
or coupons. The consequence is that as the present law compels 
these corporations to withhold the income tax on the coupons, 
the corporations under the tax-free clause have no option but 
to pay the tax themselves. As a result, the Government is 
hitting the wrong man. It seeks to impose the tax upon the bond¬ 
holder; in effect, it mulcts the corporation. Under the present 
situation, therefore, the tax due by corporate bqndholders is 
paid by the stockholders. 

The framers of the Bill were well aware of this complication. 
They accordingly introduced a section rendering void any tax- 
free provision in corporate bonds to be issued in the future. 
They did not, however, deal with existing bonds, as they feared 
thereby to expose the law to a charge of unconstitutionality. 
It may be stated, indeed, that so far as bonds to be issued in 
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the future are concerned, it makes little difference, from the 
economic and fiscal points of view, whether the tax-free provi¬ 
sion is contained therein or not. The only result of the tax-free 
provision in future bonds will be that the bonds will sell at a 
higher price than would otherwise be the case, the tax being 
capitalised into the difference in the market price. So far as 
the corporation is concerned, it makes no essential difference, 
because the corporation will sell its tax-free bonds at a price 
sufficiently high to compensate it for the payment of the annual 
tax; and so far as inequality of taxation among individuals is 
concerned, it also makes no difference, because the purchasers 
of tax-free bonds, instead of paying the income tax on the 
coupons, will capitalise this annual tax into the additional price 
they pay for the bonds. This consideration, however, does not 
affect the thousands of millions of existing corporate bonds where 
the result of the present system is to impose an additional burden 
on the corporation and to exempt the security-holders. 

It was a consideration of this nature which led the representa¬ 
tives of the withholding corporations to suggest during the 
pendency of the discussion an alternative scheme. 1 They con¬ 
ceded that the chief object to be attained by the payment-at- 
source method ought to be kept in view, namely, the prevention 
of tax evasion. They contended, however, that the needs of 
government in this respect would be met by information as to 
details of payment, ownership, addresses, &c. ; and they declared 
themselves quite ready to present such reports. This suggestion 
was not entirely novel. Such reports form a part of a system 
originally introduced by Italy when it imposed upon the cor¬ 
porations the duty of supplying the Government with certain 
facts. For this scheme the present writer suggested the name 
of “information at source,” a name that was at once adopted as 
a convenient appellation. The framers of the Bill acknowledged 
its legitimacy, and were willing to substitute, in part at least, 
information at source for payment at source. The doubts of the 
majority of the Conference Committee, however, as to the 
efficiency of the proposed substitute in completely accomplishing 
the results desired, were not entirely dispelled, and the principle 
of stoppage at source was therefore retained. 

The other phase of the stoppage-at-source question is that of 

1 See the memoranda of the Guaranty and other Trust Companies, and of 
Professor Bullock in Briefs and Statements, pp. 2004-2013 and 2071-2075. The 
former memorandum was also separately published under the title Income Tax Bill: 
Memorandum on behalf of certain Trust Companies. 
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the administrative regulations issued to enforce the law. The 
Treasury Department, which was given great latitude in the 
matter, has performed admirably the task of interpreting some 
obscure passages in the law and making them workable. In 
the first place, the Bureau of Internal Revenue has provided for 
the attachment of certificates by all withholding agents. In 
case of bonds and similar obligations, it has been settled that 
if the debtor corporation or its fiscal agent does not deduct the 
tax, the first bank, trust company, banking firm, individual or 
collecting agency receiving the coupons for collection or other¬ 
wise shall withhold the tax and attach a certificate stating for 
whom the tax is deducted, the person from whom the coupons 
were received, the bonds from which the coupons were cut, and 
the amount of interest. All such certificates, which may be 
signed by a bank or other responsible collecting agency, as well 
as those prepared by persons licensed to collect foreign incomes, 
must be filed with the district collector by the 20th of the fol¬ 
lowing month. So far as income from sources other than cor¬ 
porate interest is concerned, the situation has been rendered 
much simpler by a regulation that the tax shall not be withheld 
until the aggregate of the payments during the year amounts 
to more than $3,000. The tax is then to be paid upon this 
aggregate unless the person to whom the income is payable files 
with the withholding agent a claim for the three or four thousand 
dollar exemption, respectively, in which case the tax is to be 
withheld only on the excess above the exemption claimed. 

Finally, it is to be stated that the law took effect, so far as 
the date of taxable income is concerned, as of March 1st, 1913. 
Manifestly, however, the provision requiring payment at the 
source could not be made retro-active, and was enforced only 
from November 1st. 

V. Other Administrative Features. 

There remain for consideration some of the miscellaneous 
administrative provisions of the law. 

Of these, perhaps the most interesting is that which provides 
for secrecy. The law states that it shall be unlawful for any 
officer or employee of the United States to divulge any detail 
set forth in any income return, nor shall he permit any details 
to be seen or examined by any persons except in the manner to 
be mentioned; nor shall any person print or publish in any 
way any detail connected with the income returns. 

The returns of corporations, however, constitute public 
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records, open to inspection upon the order of the president, 
under rules and regulations to be prescribed. It is further pro¬ 
vided (and this is due to Senator LaFollette) that the proper 
officers of any State imposing a general income tax may, upon 
the request of the Governor thereof, have access to such cor¬ 
porate returns. The secrecy imposed in the case of individuals 
is in bold contrast to the publicity of returns under the earlier 
Civil War income-tax Acts. 

Every individual with an income exceeding $3,000 during 
the preceding calendar year must file a return on or before 
March 1st under oath or affirmation, with the collector of the 
internal revenue for the district in which he resides or has his 
principal place of business. The only exception is in the case 
of individuals whose income does not exceed $20,000, all of 
which has been derived from corporate dividends or from sources 
where the tax has already been withheld. Neglect or refusal 
to make the returns involves a penalty of from $20 to $1,000, 
and an increase of 50 per cent, in the tax. A false or fraudulent 
return made with intent to evade the tax is punishable with a 
fine not exceeding $2,000, or imprisonment not exceeding one 
year, or both, together with the costs of prosecution. 

Corporations have a choice of two methods. If they file a 
return for the calendar year they are notified of the tax assessed 
against them by June 1st, and the tax must be paid by June 30th. 
If, however, they prefer to file a return for a fiscal year which 
does not coincide with the calendar year, they must pay the tax 
within one hundred and twenty days after the date upon which 
they are required to file a return. Taxes remaining unpaid after 
the due date and ten days’ additional notice from the collector, 
are increased 5 per cent, with interest added also. Corporations 
neglecting or refusing to make returns at the stated time, or 
making a false return, are liable to a penalty not exceeding 
$10,000. Moreover, in the case of refusal or neglect, the return 
is increased 50 per cent., and in the case of fraud 100 per cent. 
Any officer of a corporation who makes a false or fraudulent 
return is subject to a fine of $2,000 or imprisonment for one year, 
or both. It will be seen, therefore, that the provisions for col¬ 
lection of the tax are not only ample but rigid. 

VI. Conclusion. 

The income tax law of 1913 is not perfect. It is not in all 
respects well drawn, and there are not a few dark points which 
will require interpretation by the administrative authorities or 
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the courts. Moreover, it contains defects of omission, as well 
as of commission. 

Many of the criticisms urged both before and after the passage 
of the law are indeed not valid. Thus it was maintained that 
if an income tax should be imposed, New York and the other 
wealthier States would be sure to be discriminated against. As a 
matter of fact, there is no discrimination in the present law, 
except that which arises from the fact that New York is wealthier 
than other States, and therefore ought to pay a larger sum. No 
one would think of protesting against the justice of customs 
duties because as a matter of fact so large a proportion is col¬ 
lected from the port of New York. 

In the same way the charge that the tax is Socialistic can be 
brushed aside. It is true that we now have a graduated scale 
of taxation, but the extremes of graduation are lower than in 
other countries. It is also true that the exemption is placed at 
a figure which may seem excessive. It must be remembered, 
however, that this is, on the whole, in accord with the concep¬ 
tion of taxation that has long obtained in America. For many 
decades the great mass of State and local revenues has rested 
on the basis of the general property tax; the accepted principle 
of which is to exempt all those who have not accumulated 
property. Now if it is true, as is claimed, that the recipients of 
an income of $3,000 ordinarily spend the greater part of their 
income and lay by little or nothing, the exemption of $3,000 
from an income tax would amount to the usual exemption in¬ 
volved in the imposition of a general property tax. For if a man 
saves nothing from a $3,000 income, he will not be subject to a 
property tax. Whether or not it is accurate that the recipients 
of $3,000 income ordinarily spend all of it, it is probable that 
with the rising standard of life in this country, much, if any, 
saving is unlikely; and to the extent that this is true, the 
argument for a comparatively high exemption seems to be 
defensible. Those -who urge that there should be no exemption 
at all, or a very slight one, forget that they are running counter 
to the whole theory of the general property tax which has hitherto 
been at the basis of American fiscal policy. The $3,000 exemp¬ 
tion, then, does not involve any serious departure from accepted 
principles of fiscal justice. 

The real defects of the income tax law are entirely different. 
In the first place, no attempt has been made to introduce a 
differentiation of taxation; that is, to distinguish between the 
rate on earned and unearned incomes. This scheme was indeed 
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suggested during the discussion in the shape of a formal amend¬ 
ment. 1 But its full import seems to have been misunderstood, 
and in the haste of the elaboration of the Bill, the matter was 
allowed to drop. It must be remembered, indeed, that the 
question of differentiation of taxation was agitated in England 
for half a century; but it is also true that differentiation was 
finally accepted before graduation—the one in 1907, the other 
in 1910. In our present law, on the other hand, the principle 
of graduation has been accepted, but it still remains to introduce 
that of differentiation. It is to be hoped that this will not long 
be delayed. 2 

The second defect in the law is the failure to introduce 
proper administrative methods, so far as ordinary business in¬ 
comes are concerned. The principle of stoppage at source is 
not applicable to most of these. It is well known how England 
has had to struggle with schedule D. Instead, however, of 
utilising the lessons which can be drawn from the English 
experience, the framers of our law have preferred to leave the 
matter alone on the ground that too much must not be attempted 
at once. It remains to be seen whether a simple declaration 
by the taxpayer, even as amended by the Government officials, 
will suffice to prevent a repetition of the enormous frauds and 
evasions which were common to our income tax laws of the Civil 
War period. It is indeed true that the far greater part of the 
tax is to be collected according to the principle of stoppage at 
source; but there seems to be no good reason why such an 
enormous loop-hole should have been left open in the case of 
ordinary business returns. 

These, however, are the only important criticisms to be urged 
against the law. So far as the stoppage-at-source principle is 
concerned, we have seen that in the main it is not only defensible, 
but constitutes a distinct advance, even though it might have 
been desirable to substitute in part, at least, the information-at- 
source principle. 

Taking it all in all, the law must be pronounced an intelligent 
and well-considered effort. It will need amendments in detail 
to make it completely equitable in principle, and fairly smooth 
in operation. But when we compare it with our preceding ven¬ 
tures in this field, we may be proud of what has been accom- 

1 By Senator Crawford, approved by Senator Cummins. Congressional Record, 
pp. 4233, 4280, Aug. 27, 29, 1913. 

2 Senator Williams mentioned this as well as other possible improvements in 
a speech beginning : “ What we are doing with this income tax is a totally diSerent 
thing from what we hope to do some day.” Congressional Record, p. 4189. 
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plished. Indeed, the law may be declared to be in many respects 
superior to any other existing income tax laws. With the 
passage of time, and with the settlement by economic science of 
some of the moot points in the theory of income, it may be 
expected that the law' will gradually win its way to public 
recognition. 

Of the wider question involved as to the probable future of 
the federal income tax and its position in the whole field of 
public revenue, this is no place to speak. The gradual develop¬ 
ment of income taxes in some of our States and the feeling that 
a large revenue from personal property or its income is needed 
by our States and municipalities rather than by our federal 
government, are weighty considerations that must not be over¬ 
looked. It is interesting to observe that even during the discus¬ 
sion of the present law the proposal was made that a part of 
the proceeds, at least, be returned to the States. Had not this 
suggestion emanated from a source that was undisguisedly 
opposed to the very idea of a federal income tax, it is not 
impossible that it would have received fuller recognition. 1 What¬ 
ever the future, however, may have in store as to the interrela¬ 
tions of federal and State revenue, it is probable that the income 
tax has come to stay. Let us be thankful that it has come in 
such a shape, and let us look forward with hopeful anticipation 
to a future in which the income tax, improved and amended, 
will play its important part in bringing about greater justice in 
American taxation. 

Edwin R. A. Seligman 

Columbia University. 

1 According to the proposition of Senator Dillingham, who presented a joint 
resolution introduced into the Vermont legislature, the entire proceeds wore to go 
to the States. Congressional Record , Sept. 8, p. 4881. In Mr. Copley’s scheme for 
a highly graduated tax the surplus only was to go to the States. Ibid. p. 1214. 
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